ECONOMIC OUTLOOK – January 2020
The Economy Will Continue to Grow Slowly
The economy has averaged 2.3% growth before inflation, since the recession ended over 10
years ago. Peak growth occurred earlier in the expansion, and the fiscal stimulus of the Tax Act
in 2018 was not enough to reach these earlier quarterly growth levels. Structural economic
factors such as low productivity growth, income inequality, lower investment, high debt levels,
and demographics continue to limit sustainable potential growth. Federal Reserve policy and a
narrative of low growth and low inflation have also become self-reinforcing.
Estimates suggest the economy grew 1.6% last quarter. For 2020, growth is expected to be 1.8%.
The economy is constrained by a smaller pool of job seekers, limiting growth and potentially
pressuring inflation.

Low Unemployment is Pushing Up Wages
When we wrote our year-end report two years ago, we commented “unemployment declined to
4.6%, matching the level in August of 2007.” Now unemployment is at 3.5%, a level not seen
since 1969.

We have seen a corresponding increase in wage growth from 2.5% in 2017 to over 3.0%, as
illustrated in the chart below.

Although the consumer price index, a common measure of inflation, has been just under 2%, the
core CPI (excluding energy and food) and other measures of inflation such as the sticky price
index have been higher, at around 2.3%. The Federal Reserve focuses on the Personal
Consumption Expenditure (PCE) index, which understates healthcare inflation. Investor
expectations for inflation remain quite low.

Confidence Remains Relatively High
High consumer sentiment supports continued spending, which is expected to grow at 2.3% in
2020. Consumer spending not only contributes close to 70% of GDP but also has been growing
faster than government spending, investment, and net exports.

Small business optimism continues to be robust, supporting hiring and spending.

CEO Confidence Is Surprisingly Low
In contrast to consumer confidence, the CEO pessimism illustrated below suggests a more
tempered view of the coming year. Our research shows that CEO confidence correlates with
forward earnings and industrial production. Thus, weak earnings and manufacturing, as well as
trade uncertainty, seem to explain the outlook of top executives.
While recession risks have retreated, they still stand at 25% to 30%. CEO pessimism could
become a self-fulfilling prophecy with jobs and spending at risk. Goldman Sachs notes that
"pressures on corporate profits have been weighing on business investment and spending for
some time and now companies with structural growth tailwinds are starting to see the impact,
too."

CAPITAL MARKETS
Decade in Review
During the financial crisis in 2009, it was difficult to envision a 3.5-fold increase in the U.S.
stock market over the following decade. That is precisely what happened, resulting in annualized
S&P 500 gains of 13.5%. International stocks did not fare as well, returning 6.1% annualized
over the past decade, with emerging markets returning 3.5% per year.
Bonds performed well, with the Barclays Aggregate Bond Index returning 3.6% per year.
Municipal bonds did slightly better, and high yield bonds returned 6.3% annually. Commodities
(especially oil) fared poorly, with a basket of all commodities declining 5.3% per year. Gold,
however, increased 2.9% annually.
Despite U.S. stocks continually reaching record highs, the economy grew very slowly, with GDP
rising by 2.0% annually during the decade. Similarly, inflation was muted, with an average rate
of 1.7%. What drove stocks to such high levels? First, while corporate revenues rose only 4.3%
per year, earnings surged 10.7% annually, driven by higher operating profit margins and lower
tax rates. Second, valuations increased sharply as stock prices rose faster than earnings. The
Shiller 10-year P/E ratio began the decade at 20.3 and ended the decade at 30.8, well above the
150-year average of 17.0. In other words, the P/E ratio increased by 4.3% per year. This could be
due to declining interest rates, or simply a supply/demand imbalance due to a decline in the
number of stocks.
Each decade tends to be unique. Beginning with much higher valuations makes it more likely
that the coming decade will see lower U.S. stock market returns than the previous one. It also
seems likely that international stocks, particularly emerging markets, will perform better.
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U.S. Stocks Lead 2019 Returns
As discussed on the previous page, the starting point affects the path of returns. Similar to the
last decade, stocks last year benefited from a relatively low stating point after the 4th quarter
2018 rout. Similarly, bond yields starting at a relatively high 3% in the 4th quarter of 2018 rallied
for most of 2019, helped by the shift in Federal Reserve policy that led to 3 rate cuts and the
weaker economic data in 2019 compared to 2018.
Despite decelerating economic growth, the United States outshone other major economies that
have still lower rates and growth. The relative attractiveness of the U.S. supported the U.S.
Dollar, which somewhat undermined international stocks and bonds as well as commodities.
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Higher Valuations Drive 2019 Stock Returns
The broad U.S. stock market (Wilshire 5000) returned 8.8% in the fourth quarter, taking the
returns for the year up to 30.6%. Foreign stocks (MSCI EAFE) returned 8.2% for the last quarter,
ending the year with a return of 22.8%. Domestically last year, large capitalization growth stocks
had the best returns followed by quality stocks. The U.S. Dollar was largely stable last year, only
shaving international stock returns by a small amount.
Since earnings growth was flat last year, most of the returns came from higher stock market
valuations. For example, the S&P 500 price earnings ratio increased from 16.6 to 21.7 based on
trailing earnings. Thus, the valuation increased by 30%.
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Dubious Earnings Expectations
Earnings are expected to decline by 1.5% in the fourth quarter 2019. FACTSET writes that “if
the -1.5% is the actual decline for the quarter, it will mark the first time the index has reported
four straight quarters of year-over-year earnings declines since Q3 2015 through Q2 2016.
However, this decline is unlikely because companies have historically steered down estimates in
advance of earnings reports and then “surprise” with better than “expected” earnings. Assuming
that this charade plays out, it will mark the first year-over-year growth since the fourth quarter of
2018.
Analysts expect earnings growth of 9.6% in 2020, which is above the 10 year-average and belies
the low economic growth expectations. Energy, industrials and materials are expected to have
the highest growth in 2020, reflecting the implicit assumption of a cyclical economic recovery.
However, analysts’ forecasts have typically been 100% too high; thus, we might see mid-single
digit earnings growth.

Lower Rates and Tighter Spreads Send Bonds Higher
Interest rates (10-year Treasury) declined from over 2.7% in January of last year to a low of
1.5% in August before working back up to 1.8% at year-end. Thus, bonds that had the longest
maturities and were the most leveraged to interest rates had the highest returns. In addition,
investors bid up lower quality bonds, shrinking the interest rate spread, or risk premium, for
lower credit quality bonds over high-quality Treasuries.
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Stable Rate Expectations
Bond market expectations are for a small increase in rates over the course of the next year, as
illustrated below. Interest rate expectations are dominated by the low growth and low inflation
environment that has characterized the last 10 years. Thus, investor expectations are anchored to
low interest rates, and it is unlikely that we will see a sustained rise in rates.

Short term interest rate expectations are dominated by economic data and events relative to
expectations. Thus, the potential negative economic impact of events in the Middle East has sent
bond yields down to 1.7% from 1.8%. However, these moves tend to be relatively temporary
with the yield returning towards its previous level.

INVESTMENT THEMES AND STRATEGY
Economic growth in the U.S. has averaged 2.3% for the last 10 years and is expected to
decelerate to 1.8% in 2020. The reasons for slow growth include an aging population, low labor
force growth, high debt levels, and the trade deficit. Since these factors are structural, neither
monetary policy nor fiscal policy will be effective in increasing growth significantly except for
short periods of time.
While we expect that the economy will avoid a recession, the risks have not entirely receded. We
monitor a number of indicators in evaluating the health of the economy and the risk of recession,
and our preferred measure is the unemployment rate relative to it’s 12 month moving average.
This measure not only has a perfect forecasting record but also captures the risks to consumer
spending that account for most of U.S. economic growth. If we get a signal from this indicator,
we will reduce our allocation to stocks and increase our allocation to bonds. The chart below
illustrates the historical record of this indicator.

Currently, the unemployment rate is 3.5% and the 12-month moving average is at 3.7%; thus, it
will take a relatively small increase in the unemployment rate to signal a recession.

International Opportunity with Dollar Weakness
Growth in the United States continues its deceleration from 2018, when growth was boosted by
tax cuts. However, we are beginning to see signs in the rest of the world that growth may be
picking up. If we do see a relative acceleration by other economies, we are likely to see Dollar
weakness. Also, increases in the deficit and the trade deficit tend to accompany Dollar weakness.
A weaker Dollar will benefit foreign investments as well as commodities.
Out-performance of U.S. stocks over international stocks, which occurs over long cycles, is
correlated with strength of the U.S. Dollar. Correspondingly, a weak Dollar characterizes periods
where international investments outperform domestic investments. The length and extent of the
current cycle has exceeded past cycles. Past style reversals have begun near market peaks.
Finally, valuations of foreign stocks are more attractive than U.S. stock market valuations.

Value Stock Opportunity
Similar to the valuation gap between international stocks and domestic stocks, the difference
between the valuation of growth stocks and value stocks has been at an extreme.

In part, this performance difference can be explained by the weak growth rate of value stocks.
Value stocks typically have their valuations penalized by excessively negative expectations that
are reversed as their growth surprises. However, value stocks have been concentrated in financial
stocks and energy stocks. Financial stocks have suffered under not only a low interest rate
environment but also a flat yield curve that has limited the profitability of lending. The outlook
for energy stocks may improve as they are expected to benefit from the largest gain in earnings
this year among S&P sectors.
We are emphasizing value stocks because they offer the most upside in an earnings recovery
scenario, and we believe that they have moderate downside given their low relative valuations.
For example, in the bear market that followed the tech boom, value stocks performed much
better. However, because all stocks are over-valued this time around, the relative performance
advantage will be smaller.

High Valuation = More Risk than Return
Valuations moved higher in 2019 as earnings were basically flat and prices rose by 30%. The
chart below depicts Shiller’s market valuation (Cyclical Price to Earnings) and the subsequent
ten-year rolling rates of returns adjusted for inflation. The dark blue line shows valuation and the
grey/orange area represents 10-year annualized real returns. In short, high valuations lead to low
returns.
Valuations appear extended on Shiller’s measure, although higher values are possible. Market
valuations have been climbing since 2009, driven by falling interest rates and the Federal
Reserve efforts to support asset prices.

Short-term Indicators Show that Stocks are Overbought
Short-term indicators peaked in December and have moved somewhat lower recently. The Fear
& Greed Index typically moves to extremes after strong advances (high greed) or losses (high
fear); thus, the indicator below suggests that stocks have moved to an extreme and are at risk of a
fall.

U.S. stocks have moved well above their trendline. Typically, such a move is followed by either
sideways movement or a correction that brings the market back to its longer term trend.

Stock Market Patterns are Worrisome
The chart below illustrates the effect of money pouring into the top stocks through index funds.
In addition, near the end of a cycle, valuation ratios expand the most for the most expensive
stocks, which is another effect of money indiscriminantly flowing into leading stocks. This
pattern was characteristic of the last year of the tech boom as well as the year leading up to the
market peak in 2007.

As discussed on the previous page, the risk of a short-term correction is high, and there remains a
material risk of a recession induced bear market. Therefore, we have balanced our value and
international stock over-weighting with investments in high quality stocks and low volatility
stocks. We are targeting downside risk of 90% of the market index.

Bond Market Interest Rate Risk is Higher
As interest rates have declined, bonds have become more sensitive to interest rates, as illustrated
below. We are targeting a duration of 5 years, which is more consistent with the historical risk of
the bond market.

When we ask ourselves, “What could go wrong”, we note that past bubbles and subsequent
crises have typically been a function of low interest rates or low financing costs that seem to
inevitably result in excessive investment in one area and bad behavior. For instance, low
mortgage rates and lax borrowing standards led to the 2008 crisis. This time around corporate
credit seems to be the epicenter of excessive borrowing. First, mergers and acquisitions have
continued to boom as companies see consolidation as a better, more profitable strategy than
investing in their business. As with the lead up to the mortgage crisis, lax government regulation
has abetted this trend. For example, the communications industry, led by AT&T has seen
numerous debt-financed acquisitions, blessed by the FCC, which epitomizes regulatory capture.
Second, the search for higher investor returns has led to a boom in private equity that is more
about leveraging healthy companies rather than turning around companies. Third, the low
growth, low rate environment has prompted companies to buy back shares financed with debt.
Finally, yield starved investors have been willing buyers of riskier debt, similar to how investors
bought up higher yielding mortgage backed securities in the last cycle.

Credit Risk is Concerning
Credit risk in the corporate bond market has increased with over 50% of investment grade bonds
rated BBB (up from 17% in 2001). As illustrated below, leverage has almost doubled over this
cycle. While the investment grade rating may still be granted by the conflicted rating industry
based on earnings coverage, in a downturn or a higher rate environment, those coverage ratios
may not hold up.

Investor protections in bonds have eroded. Covenants that define a default and an investor’s
remedies have shifted to the issuer’s favor; thus, investors’ risk is higher. However, the
additional interest that an investor receives compared to a safe government bond has shrunk.
Finally, bond liquidity, or the ability to sell bonds in a downturn, is poor as the inventory that a
broker carries has shrunk, while the bond market has expanded.
Our strategy is to shift away from corporate credit risk towards government bonds and highquality mortgage bonds. And, as noted earlier, we are limiting interest rate risk by targeting a 5year duration.

